 .’ -
. ‘Scenesfroma

- Wondering how home prices got so high—and why they now have to fall?
Here s the story ofwhat h:t you: an amorallty play in four acts.

. ewlyweds Erik and Brand1 Quam can’t really afford their’ home
il 2 The monthly carrying costs on their two-bedroom condo in
ait Arhngtom Va.run about $2,500 a month, and they fear the bill
i ould g0 hlgher still as their adjustable mortgage resets to
higherinterest rates. It's already a tight squeeze: They’ve taken
| inaroommate to help pay the bills. Unfortunately, they can’t
. afford to sell eithier. Thanks to a falling housing market and a
il ‘Pprepaymentpenalty of about $11,500, they’d owe the bank mote
- than their place is worth, “It makes me want tocry every g
- month,” says Brandi, 26. The irony is that the Quams should he
able to afford their place: It cost just $219,000 when a stlll~smgle o
Brandi, fresh out of the Air Force, bought it. S
miselves in sucli a mess? More puz:
zling stﬂl why d1d len érs let thein g with millions of
other homeowners, maniy of who; ke the Quams, are in
: immediate danger of foreclosure?
In the answeito that quesnon lies the real story behind the once dlzzymg, now: ﬁzzhng housing
) ‘ boom Sure, record low interest rates, boomers buymgvacat]on homes and imimiigrants grabbmg for
the American dream all did their bit to pushup prices. :But what really supercharged ith
“ther mortgage induistrial complex-—a miachine with cogs called brokers and bank fueled b
‘poured by investmentbanks, bond tradérs and hedge fundmai 32
grew; mu*oducmg new players into the ﬁnancmg trangactiofiay ,_ansformmgthe rol
Fmally itranamok, creau::ghuge iricentives at every level ofa home saleorarefito, sécnﬁce pmdence
in pursmt of aklllmg Market checks and balances should have prevented the process fromm. gettmg ouft

AMANDA GENGLER: ANASTASM IAS
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‘underwrote the loan, was replaced by the mortgage broker.
- Loosely regulated and employed by a company with little or

- the super-low-interest-rate environment of recent years, Wall -
.Streetwould buy just about any loan, however risky, to gdin a

- fusion of mortgages that would allow more borrowi

Cto afford the payments...well, the lender had already sold the

. loan-off. “The mortgage market for the past few years iasbeen
. playmg amassive game of hot potato;” says Drexel University
“finance _professor Joseph Mason. '

of control. But they were corrupted, co-opted or simply steam-
rollered. For example:
=% The lending officer of old, who often worked for abank that

none of its own capital at stake, brokers are sales-
people rewarded for steering as many prospective
homeowners or refinancers as possible into the
mostprofitable loans. _

= Appraisers, who are supposed to be the inde-
penderit gatekeepers of the mortgage system,
increasingly caved in to pressure to approve any
deal abroker or loan officer wanted to make.

<® Lenders, in turn, had less and less reason to care whether the
borrowers could repay. No longer did a bank have to hold a loan
itself or sellitintoa secondary market of cautious investors, In

tle extra yield. To meet demand, lenders spun outa crazy pro-

rer-larger amounts, Tfaborrower mlght not reall&be able

of hot potato,” says o
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=¥ Borrowers, to the extent that they understood what they
were getting into, also played along, In a market thatkept rising;
getting your dream house seemed to make sense. A broker could
find you a loan with monthly payments you could handle—at
least at first. And soon enough you'd sell and pocket a big gain.

tg ge market for the past fev
years has been

laying a massive gam
one f .

Too much money. Too little restraint. This is the story of how
all the important players in the market decided that they had
too much at stake to shout, “Stop!” We’ve been here before;
Remember when Wall Street analysts told us Amazon.com was
worth $400 a share? And as with the tech bubble, it may notbe
' only speculators who get hurt,
Ashome prices unwind from
unsustainable highs, we may all
feel atleast a little bit poorer,
That could be adragon the
economy. It’s already a real drag
‘i forthe Quams.

ACCIDENTAL LANDLORDS

Stretched by their loan, the
newlyweds rented out their
second bedroom to help pay

|
Brandi and Erik Quam ’}
l
|
the bills,

PHOTOGRAPH BY MAX HIRSHFELD




Who Really Owns Your House?

Why are banks so willing to make mortgages that would be hard to pay back? Because Wall Street
age might change hands.

Allows them to spread the risk to other investors. Here’s how amo:

1
[ s I

11 S I T

Yougetyour - .ablg WallStreat .bondsofhighandlow  ..abond managei; who ..riore’bohds with tiigh
: investmentfirm. That credit quality. Investors bundles them together credit quality. Some low-
company combinés your snap upthegoodstuff. . again.Viasomefinancial quality, risky bondsare

loan with other mortgages
1o create.s ’

“Option ARMs are not a license to steal,” says one broker. “Butoncea
customer asks for it, I know I am going to make four times as much money.”

. = 1 ——
s and the too-goad-to-be-true mortgage

e primary mortgage on the Quams’ condo was

fixed at 5.25%. But Brandi had also taken out a

smaller variable-rate loan. As rates rose in 2005, she

went looking for a better deal and entered her

. contact information into a few websites. Shortly
thereafter, she says, she got a call from broker Robert Hoover

" of CPA Mortgage in Maryland. He found her a new loan with
what she says she understood to be an initial 1% rate, with only
small increases in the first five years. And since she had equity
(her condo had appreciated), she could even take 2 little cash.
out to pay off some bills, The transaction earned the broker and
his firm about $12,600. ' ,
~ Tttook afew months before Brandi realized what she had
done. The mortgage was something called an option ARM. 1t
was true that Brandi could make initial minimum payinents of
about $800. But those weren’t enough to cover thé interest she

- was actually being charged, which was higher than the rate used
to calculate required payments. The unpaid interest was added
tothe loan balance, a phenomenon called negative amortization.
The Quamshave decided to start paying at least the interest on
the loan, but even so, the balance has grown by $7,000. Barring a
market turnaround, they’re stuck for at least another year and
ahalfuntil the prepayment penalty phases out. They’ve had to
turn down job offers because they can’t move. '
‘Who is to blame here? Yes, Brandi should have asked more

ILLUSTRATION BY RAYMOND BIESINGER

Bonds backed by risky
loansend upwith...

alchemy he creatés new
_-securities, including...

- stillleftover. A hedge
fund might buy.those.

with a1% rate seems, on its face, too good to be true. Brandi says
she did know she’d eventually have to make higher payments,
but she planned to move before that happened. Exactly how
Hoover described the mechanics of the loan, or what she .
thought he meant, is impossible to know for sure now. Hoover
declined to speak with MONEY, and his firm sent an e-mail
saying thatit couldn’t comment on a client but that “ultimately,
it is the consumer that makes the choice they feel is best”

But based on the documents Brandi showed us for her loan—
and documents MONEY has seen for other option ARMS—it is
easy to see how a person could be confused. A payment sched-
ule is shown on the federally mandated truth-in-lending form,
butit is based on minimum payments and a steady interest rate,

_ratherthan the variable rate theQuams are charged:An

“adjustable-rate note” first says the Quams will be cllafged a

| yeaﬂy rate of 1%. The next subsection says that rate “may”

change almost immediately, The first payment coupons show
only the minimum, negatively amortizing payment.

A spokeswoman for the original lender, BankUnited of
Miami Lakes, Fla., said she couldn’t specifically commeént on
Brandi’s loan. But she said thatborrowers aren’t approved-
unless their “credit score will support the fully indexed rate” -
Allborrowers, she added, acknowledge receipt of numerous
documents disclosing every aspect of the loan, including a four-
page form that describes the terms “in plain English” and warns
borrowers of the possibility of negative amortization. -

Keep in mind, complex loans like option ARMs are new to
most people, and they ate radically different from 15- and 30~
year fixed-rate loans, Consumer advocates say that the truth-
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in-lending disclosure rules are outdated and that borrowers like
the Quams are being asked to climb a steep learning curve—
with their homes at stake, “The disclosures on adjustable-rate
" mortgages have never been any good, and option ARMs are
particularly terrible” says Jack Guttentag, professor emeritus
of finance at the University of Pennsylvania’s Wharton School;
Tn any case, the loans are popular. In the first half of 2006,
optionARMSs were 15% of mortgage originations, reports the
Mortgage Bankers Association. In theory, the loan can be a
useful tool for people with irregular income, such as entrepre-
neurs. But low payments are the rule, not the exception. Today
more than 80% of borrowers in securitized option ARMs pay
less than their interest charges, according to Fitch Ratirigs.
* Their loan balances are rising. That might notbe sobad ina
rising market, butit's potentially 4 disaster in a falling one.
It’s obvious that a lot of homeowners could have used better
. advice about howto find an affordable loan. But good advice
stten harder to come bymthe mortgage game. That’s
v se the persoi across the desk or on the other endof the
'telephone getting you a mortgage probably doesrt work for the
bank that’s putting up the money. He may riot care if you can
pay. “Constimers thought that when'they qualified for aloan,
that meant they had a reasonable prospect to repay the loan
unless some type of illness or catastrophe hitthe family” says
Michaél Calthoun, presxdent ofthe Center for Responsible
Lendmg “Thatis nolonger the case”

® The Brokers

* {7

Would you get your mortgage from thlS man?

orning commuters in Boston, Chicago and

Phoenix are slapped awake by the voice ofa

pugnacious Texanshouting out of the radio.

"When your mortgage paymentgoes up 400

“bucks a month, you can dislocate your jaw
and swallow itlike a snake eatin’ an egg;” the voice says, “Or

- spend another seven grand and have some predator redo your
mortgage. Unacceptable” The voice belongs to Jon Shibley, 39,
the president of Lenox Financial Mortgage, Over 13 years he’s
built his business from a-one-rnan shop in Atlanta intoa 200-
employee corpany that arrange’s mortgages and refinancings
in 24 states.

Up until the1980s, when the savmgs—and loan crisis brought
the old systen crashirig down, getting a mortgage typically
mednt sitting down with a loan officer from aloeal lender,
which cared a lotabotityour abilityto pay. Today about 70% of
mortgages are originated by a miortgage broker. It’s an intense,
‘fast-ihoving businessand swits the hypercharged:Shibley just
fine,Shibley meditates 20 minutesa day but also claimsthat he
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will occasionally burn himself or

Jon Shibley immerse his body in ice water—“a
shock to the system,” he calls it,

- thatkeeps him engaged. Shibley

“Thisindustryisa
disaster,” says the

mortgage broker. doesn’trely on word-of-mouthor -
And he'lltell you so ‘community roots. He drives his

ontheradio. | business with in-your-face adver-

: tising. These days, as his commer-
cials show, his sales targets include borrowers looking to escape
onerous payment hikes on their variable-rate mortgages.
“People dorrt know who to call,” he says, “That’s why my
marketing philosophy has been so successful”

For better and fer worse, the new mortgage sales machine
made it much easier to get aloan. And if a mortgage option was
mathematically possible, abroker made sure you knew about it.
He or she could gétyou a low annual rate, help you avoid a
down payment or find you a super-low initial monthly pay-
ment. Shibley’s particular pitch is “no closing costs,” which
looks to be an easy sell to borrowers suddenly short on cash.
“This industry is a disaster;” he says. All these mortgage options

can make sense in certain circumstances and hurt you in others.

(You may actually prefér to pay closing costs, for example, if
that gets you a lower rate and you plan to stay in the loan long
enough to work off the costs.) The tricky part is ﬁgurmg out
which loan works foryou.

i
{
H
{
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:.tend to focus on the introductory rate and minimum payment,
and to ignore the ‘higher rate down the road. For the broker that | 1:

yout house. But maybe there 's a way around thatt too

says one 0

e 1f they can convmce you to pay a hlgher Tate-

) theborrower s best mterest “We do not sole]y

1s why brokers love to sell them, With. option ARMs, borrowers

:}ugher rate could:mean the difference between a $3 000 coin- -
mission and one several timesas large. “Option ARMs are nota.

Jicerise to steal bittonce acustomer asks forit, Tknow’'m, gomg 1

tomake four fimes as much” says Jim Moore, a Grand Raplds

‘broker who writes about l:us Business at rmarmbeach411 ‘com, .
' speakmg by-cell phore. “Tt’s what puts me down here atBest

Buy buyinga 40-inch flat screen”
: Even thenthere are usually limits tohow much yourbroker
CaIY get out ofyou Afterdll, amortgage i$ based onthe value of

Fyfor, orborrowmoremoneythanyouneed And -
' | = STARTING POINT

e consumer” says George Hanz1manohs, president- :
short, it’s b%t to shop around-and 1t’s easy enough fo do 1.

thaton abasic fixed-raté mortgage. T¢'s alotharder to compan- 1
3son—shop loanis with payment options and variablerates, which |-

Mmlmum Payment,

Maximum Danger

ifyoumake only the minimum paymentonan opt|on
ARM, you fareworsethanin atradltlonal mortgage.

5270,000 morigageona
$300,000 home
= $30,000 in equity

5868 to $1 ,_004 on anoption ARM for three years
‘or 51,887 on a 3o‘yearﬁxed' 'mor'tg'age '

B ;-lvoun EQUITY 1N THREE YEARS (F THE HOME spmce. .

’ c_lrops 10%

jumps10%

| 531,418

- NOTES: Assumes mlnlmumﬁpaymentbased on ae rate, increasing 7.5 per year. Assiithed
o ratennoptlonARM % In first month, and75%ﬁ1ereafterassurredranenntradmona martgage
" is 7.5%. Inveal life, an option ARM charges a varlable rate; so equity could be higher or lower,
Figuresdonotacccuntfortransuddoncosts,whnchwuuldlowerthetmewluecfanyequity .
SOURCE! mtgpmfessorcom

“Und‘er ?t urrent system there is really no pomt to an appralsal anymor

Price estimates made to order

ast summer Daniel Kim was feeling pinched. So when
_Kim, now 27 of San Leandro, Calif. gota call froma
mortgage company, he was intrigued. The loan officer,
Mia Vi of ALG Capital, sold Kim on refinancing, putting
him an additional $81,000 in debt on his house. Kim
says he was surprised he could borrow more. He had bought the
two-bedroom the previous year for $560,000 with no money
down, and everything he had read said the market in his area
was cooling, But after Yi produced an appraisal in November that

said his house was worth $642,000, Kim signed. “I was

excited” he says, “that my house had appreciated that much.”
Appraising the value of a house has neverbeen an exact
science. But the $4-billion-a-year appraisal industry provides a
crucial reality check for the system. Banks need an appraisal to
make aloan. Regulators and mortgage investors require it to
insure against fraud. Consumers rely on appraisals to give them

PHOTOGRAPH BY GREG FOSTER

he nation’s blggest appr'usel S

wants toug her 1aws

some measure of confidence they aren't paying too much. Tn
refinancings, the appraisal is the only thing that tells acon-
sumer what 2 house is worth and how much he canborrow.

Soperhaps it's not surprising that appraisers have come under
pressure from some of the people selling mortgages. MONEY has
obtained more than 100 e-mails and faxes sent by loan officers to
appraisers across the country. The language varies from asking if
a predetermined value was possible to promising more business
ifa number could be hit. “Many homeowners are finding cut that
the equity they were led to believe they had in their houseisnot
actuallythere,” says John ’I‘aylor president of the National
Community Reinvestment Coalition.

According to an appraiser MONEY hired, Kim's house is
worth only $580,000 and was at the time he refinanced the
house. Yes, different appraisers often have differenttakzs, In -
Kim's case the appraisers disagree about whether an exclosed
porch counts as part of the total square footage. But ATG's Vi
strongly suggested to appraisers what the answer ougiittobe.
In ane-mail she sent to numerous appraisers, Yisaid sie
needed “a value of $650,000 or more. Please letme know ASAP
with max value” Five days later Paul Chasteen, an appraiserin
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Discavery Bay, produced the appraisal”
thatled to Kim’s $642,000 mortgage,
less than Yiwanted butenough todoa
deal. ALG got him loans for the full
appraised value. The result: Kim now
owes $62,000 more than his house
may be worth. Kim put the money
from the refinancinginto a dry-
cleaningbusiness and paying offa car
loan. He can’t move without foreclos-
ing. “Tt’s not a good feeling” he says.

'Yideclined to comment. ALG
owner Ciystal Palomino said two
appraisers (from the same firm)
reviewed the value, as did the funding
bank. Chasteen says he and his fellow
appraisers are under the gun because
as many-as10 competitors may get the
sameorder. Refemng to that pressure, .
Chasteen says, “is there a problem out
there? You bet there is” He adds, )
though, that he resists and that in Kim’s
¢ase pressure wasn’t an issue. “I never
push values,” he says.

Appraiser Ray Miller of Lyndon
is. also says} he doesn’t

answer, which hurts busmess “If1
don’thit the number they.are asking

1T'S WORTH HOW MUCH?
for, I almost never hear from thatloan C
. . . ) . Daniel Kim
officer again,” he says.“Butif you don’t
He doubts he can sell

accept these orders at all, you Won’t
have any business”

Brokers sometimes ask for a “comp
check?” They don't ask for a target
price, butget a number of appraisers to
guesswhat a property is worth, sight unseen, before orderi ng,
“Appraisers who do comp checks know that they have to inflate
valiies to get the order and get paid,” says Pamela Crowley, a
former appraiser who recently launched asite to catalogue
lending abuses, MortgageFraudWatchList.org,

Hanzimanolis of NAMBsays-appraisal pressuré isntabig
-problem. His organization amended its code of ethics last year
to prohifbit members from squeezing appraisers. “I don’t see
how anybody but the appraiser is responsible for an inflated or
fraudulentappraisal” he says.

Anumber of states, including Colorado, are mulling laws that
would make it clearly illegal to pressure appraisers, Jonathan -
Miller.(no relation toRay), owner of New York City’s Miiler

his home for what it
appraised for, and now
he's stuck there.
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Samuel and one of the nation’s most prominent appraisers,
argues that such laws arc sorely needed. “Under the current
system,” he says, “therc is really no point to a mortgage
appraisal anymore” You might expect that thosc ultimately on
the hook if a borrower fails to pay wou!d take an intcrestin
making sure that the collateral was really worth its appraised
value. But until the past few months, vou'd have been wrong.

How to get rich trading “idiot” loans

he housingboom was good to John Devaney. Really
good. He owns a Rolls-Royce, a Gulfsiream Jet, a
12,000-square-foat mansion in Key Biscayne and a
143-foot vachi, as well as a few Renoirs and a valu-
able 1823 reproduction of the Declaration of
Independence. Devaney’s not a developer, and he's certainly
notaflipper. The 36-year-old CEO of United Cay .al Markets is
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Matthew Porter (right)

. along with some other

A triple-A rated security.

:ade' An oneo *]llS spec1alt1es 1sbuymgand selhng

people into bad loans——or mto good.
; how many people will 1 repay and

today’s hotising tess. “The bmker and the
Verybody ¢lse in between is part of a factory that’s
: gbond securmes for Wall Street;” said attorney and
“conisumer advocate Irv Acklesberg in testimony before a Senate

¢ommittee recently Outhe other hand, the fact that Devaney
" and other investors dre wﬂhng to'own mortgages may alsobe

' one- ofthe reasons you could afford your house.

- Banks have been sellmg off their mortgages to the bond

' : _;market since the 1970s. Bond investors get the borrowers’

onthly payinents and the promise that they will be pald back,

15k, All this makes iteasier forthem to make new loans—good
- siews for most borrowers. The trouble is, Wall Street’s rocket
-scientists keep finding more sophisticated ways to repackage
- ‘anid resefl mortgages. As aresult, lenders stopped worrying so
much about credit standards and learned to love risky loans.
‘Look, forexample, atthe financial Frankenstein’s monster
known as the collateralized debt obhgatlon, or CDO. Brought to
- life in the 1990s, the CDO helped solve a knotty problem for
flépders. Theywere often left holding a simall amount of loans that
~ weretoo dodgytosellto -
investors at an attractive
. price. But what if you
- grouped the paymients
" fromall thoserisky .
- ‘mortgages together,

 inyestments, and you

P sold some investorsthe

- “rightto be thefirst ones
toget paid? This would
look like arelatively safe
investment, and so—
voilit—yourve trans-
-formed a risky loan into

Other inivestors would

- be farther back inline and mightnot

get pa1d ifthings went badly. But you
could offer those investors very

high yi€lds, so thathedge fundsand |

pension funds would roll the dice. }

This sétthe whole mortgage-

Theinvestorhas madea
fortune trading bonds

' - Johti Devaney
i backed by mortgages.

problem Can’t prove your
- income? No problem Can'tpay -
"more than 1% now? No problem.

le banks get immediate cash and the chance to unlead some |

THEBUCKSTOPSHERE -
{BRIEFLY)

Now alotof that lendmglooks
foolish, Mortgage delinquencies
ammiong so-called subprinie .
borrowers have risen to 13%, the
hlghest in atleast10 yedrs. The

- market for the Iowestfcredlt-
‘quality mortgage bondshias -
. tanked: And investois in'CDOs

may be in forarude shock. -
“Some of the investors who
bought CDOs certainly took on
more risk than they thought,”
says John Weicher, a former
assistant secretary of housing

| now at the Hudson Institute. But

Devaney, who told a crowd of
investors that the riskiest mort-
gage bonds looked “awful”
before the crash, says he thinks
he'll bebuying. “I don’t believe

" thie carnage and fallout will be as

bad as people think,” he says.
Whether or not big investors
come out okay, the damage is
done for many homeowners.
“The system allowed banks to

- ¢reate unsustainable loans that -

are going to hauntborrowers for

.years to come,” says Allen .

Fishbein, director of creditand -

MORTGAGES OR!GINATED
BY:] BROKERS

i probably not yourbank

More and more oftenit's

thebond rrarket.
HOLDERS OF MORTGAGE_S

1986

7 N

tnvestors:\
Q 5

Zanksand |
thrifts. A

2006

¥ investors:

0,
56% \"pieni B
~\a,

noTEs: Banks and thrifts also iricludes credit
unfons. Investors includes assét-biacked bords
and poolsofgovementagmd&and

Other
!ndudesﬁnance mmpanles corporatlons
govemmentand hotiseholds, SOURTES:
Wholesale Access, Federal Reserve.

housmgpohcy atthe Congumer Federation of America. “Unhke
' the bank, the borrower has no way to lay off therisk”

What comes next? The pullback. Investors will be more
selective about where they put their money, and banks will be
Tnere cautious in their lending. That's basically healthy. But the
‘ risk s that this will happen so fast that we’ll see a vicious circle
evelop: Falling home prices mean less credit, and less credit
means fewer buyers and, hence, falling home prices. That

[ could make a housing recovery that much harder to comeby.
For the Quamis, one can’t come soon enough “1 worked so hard
0 be a homeowner, and now my dumib decision with this loan

miay take it all away;” says Brandi, “We are newlyweds, bleeding

monéy like crazy, and there are no Band-Aids” §

| REEDBACK: sgandel@moneymuil.com, agengler@moneymail.com
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